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110. Build tracking basket through optimization 

techniques and purchase tracking 
basket components 



120. Analyze each equity in tracking basket or 
index for put/call options to be sold 




r 



130. Determine total dollar premium to be 
raised 



j 

140. Purchase index puts options on notional 
amount of equities purchased in 
tracking basket 



150. Sell the selected call and put options on 
equities in tracking basket 



160. At expiration of any option or material 
change in price or volatility of any 
option, reevaluate "dispersion" and 
roll/trade any or all options positions. 


«— | 







Fig. 1 



210. Choose possible indices for portfolio 
construction 



220. Utilize optimization 
techniques to produce proposed 
tracking basket to minimize 
correlation/tracking risk 




230. Locate equities with 
the highest dispersion 



240. Include high dispersion equities in basket 
and reoptimize 




Yes 




260. Swap names in tracking basket 
and reoptimize 



Fig. 2 



310. Perform skew analysis on initial tracking 
basket components over one or more option 
expiration dates 



320. Analyze historical volatility and implied 
volatility of each of the components over one or 
more option expiration dates 

▼ 

330. Select options to sell 

i 

340. Sum all dollar premiums to be 
raised 



350. Purchase basket hedge (puts) 

T 

360. Sell call options 



370. 


Determine if put options should be sold on any 




equities in the tracking basket or underlying 




index based upon: 


i. 


total call option premium expected to be raised; 


ii. 


total cost of basket hedge; 


hi. 


skew, absolute volatility, and implied versus 




historical volatility and extra risk instilled in 




portfolio; and 


iv. 


adjust basket hedge if necessary 



Fig. 3 
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410. Select a put based upon total dollar call 
and/or put premium expected to be raised. 








r 






420. Analyze strike price based upon volatility 
skew analysis 








f 




430. Analyze implied volatility versus historical volatility 




r 




440. Final selection of basket hedge & purchase 






) 


r 






450. Return to step 360 of Fig. 3 





Fig. 4 



